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COMMITTEE OF SPONSORING ORGANIZATIONS OF THE TREADWAY COMMISSION
REPORT ON A SURVEY OF BUSINESS PRACTICES
September 1988
BACKGROUND
The National Commission on Fraudulent Financial Reporting -usually referred to as the Treadway Commission — published its
final report in October 1987.
The report identifies causal
factors that can lead to fraudulent financial reporting and
makes recommendations to reduce its incidence.
The Commission was a private-sector initiative, jointly funded
by the five sponsoring organizations identified on the last page
of this report.
In December 1987, each organization named an
individual
to
serve
on
this
"Committee
of Sponsoring
Organizations of the Treadway Commission." A key objective of
the Committee is to monitor progress in the implementation of
the recommendations of the Commission.
The recommendations are directed at four distinct groups: the
public
company,
the
independent
public
accountant, the
Securities and Exchange Commission and other regulatory bodies,
and the educational community.
Only corporate management can
implement many of the Treadway Commission’s recommendations.
These relate to the "tone at the top" and the need for written
codes of conduct; the need for adequate accounting and internal
audit functions; and the role of the audit committee, including
the need to keep the audit committee informed about significant
accounting issues.
To
obtain
key baseline information and to enable us to
subsequently measure the progress made by the private sector in
implementing these recommendations, the Committee of Sponsoring
Organizations sent a survey in June 1988 to over 8,500 public
companies. This is the report on the results of that survey,
EXECUTIVE SUMMARY
The
Committee received 1,014 responses.
Respondents were
associated with companies of all sizes, as the following table
shows:
Number of Employees
Under 100
100 to 250
250 to 1,000
1,000 to 10,000
Over 10,000

Respondents
22%
15%
23%
30%
10%

-2A Written Code of Corporate Conduct
A significant 87% of the surveyed companies with over 10,000
employees reported that their companies have a written code of
corporate conduct, but that percentage drops significantly as
the size of the company decreases, to 32% for companies with 100
to
1,000 employees and 15% for companies with under 100
employees.
Fully 74% of the companies that have a written code have adopted
procedures designed to monitor and enforce compliance with it,
but only 52% have a code that protects employees from reprisal
if they make allegations of fraudulent financial reporting or
other misconduct.
Although 28% of the respondents from companies that do not have
a written code of corporate conduct said that their companies
are
developing
or
plan
to
develop a written code, a
disappointing 72% stated that their companies have no present
plan to do so. Thus, it is clear that this recommendation of the
Treadway Commission needs continuing emphasis:
Public companies should develop and enforce written codes
of corporate conduct.
Codes of conduct should foster a
strong ethical climate and open channels of communication
to help protect against fraudulent financial reporting.
As a part of its ongoing oversight of the effectiveness of
internal controls, a company’s audit committee should
review annually the program that management establishes to
monitor compliance with the code.
A Separate Internal Audit Function
Similar responses were obtained to the question, "Does your
company have a separate internal audit function?” Over 98% of
companies with more than 10,000 employees have a separate
internal audit function, but that drops to 42% for companies
with 100 to 1,000 employees and to 18% for companies with under
100 employees.
Only 26% of the respondents said the person
responsible for internal auditing in their company reports to
the
chief
executive
officer, as the Treadway Commission
recommends.
Although an impressive 86% of the respondents said
that person has private access to the audit committee of the
board of directors, it seems clear that a large number of
companies do not give their internal audit function the priority
it should have in the organization in order to serve as an
effective protection against fraudulent financial reporting.
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could experience a significant hardship if compelled to employ
persons to serve exclusively as internal auditors. Thus, the
following
Commission recommendations use the term internal
auditor to include persons who do not function exclusively in
that capacity:
To
be
effective,
internal
auditors must have the
acknowledged support of top management and the board of
directors through its audit committee...
The chief internal auditor should occupy a position of
high stature within the organization...
In addition, the chief internal auditor should have direct
and unrestricted access to the audit committee and he
should meet privately with the committee on a regular
basis...
The Audit Committee of the Board of Directors
The survey indicates that public companies — especially larger
ones -- recognize the need for an audit committee of the board
of directors.
The large majority — 82% of all respondents —
said their companies have audit committees and an impressive 79%
of those respondents said their audit committees are comprised
entirely of independent directors who are not former officers.
Although there was less disparity in the responses based on
company size, only 53% of the respondents from companies with
under 100 employees reported that their boards of directors have
established audit committees.
The inability to attract independent directors has often been
publicly cited as a reason smaller companies often do not have
audit committees.
However, only five respondents to the survey
said that was the case in their companies.
A very large number of smaller public companies need to give
serious
consideration to the benefits that so many other
companies have clearly concluded an audit committee provides.
Also, many companies need to recognize that an audit committee
will be a more effective overseer of the financial reporting
process if its duties are clearly communicated by the Board of
Directors to the members of the committee and to management.
Roughly half of the companies that have audit committees have
not
formalized
the
duties and responsibilities of those
committees.
In that connection, the following observations of
the Treadway Commission are particularly pertinent.
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The audit committee must be vigilant, informed, diligent,
and probing in fulfilling its oversight responsibilities.
The audit committee must, of course, avoid unnecessary or
inappropriate
interventions
with the prerogatives of
corporate
management;
but
the
oversight
must
be
effective...
The Commission’s suggestions with respect to the duties and
responsibilities of audit committees are included in its final
report.
Responses to Other Questions
Thirty percent of the respondents indicated that their companies
include in their annual reports to stockholders a management
report
dealing
with
management’s
responsibility for the
financial
statements
and the system of internal control.
Sixty-four
percent
of
the
respondents
said that their
independent public accountants review their company’s quarterly
financial data before release to the public. Significantly,
less than one-third of the respondents said that their companies
were
initiating
a
self-assessment of their policies and
procedures in relation to the recommendations in the Treadway
Commission’s report.
Recommendation to Chief Executive Officers
The private sector must take a leadership role in implementing
the recommendations of the Treadway Commission, or government
bodies — who have applauded those recommendations -- may decide
to take action on them.
A key step in that process is for
corporate managements to initiate a self-assessment of their
companies’ policies and procedures and to take the actions that
are indicated by the results of that self-assessment. Only in
that way will the private sector be able to demonstrate to the
public its commitment to provide reliable and useful financial
information.
And only in that way will corporate managements be
able to protect their companies from the adverse effects in the
capital markets that can be produced by undetected errors and
irregularities in their financial statements.
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Number of Respondents
1,014
responses
to
the
8,564
The
Committee
received
questionnaires that were sent to public companies. This is a
reasonable response rate in view of the fact that, to preserve
complete confidentiality, respondents were not asked to identify
themselves and, therefore , second requests could not be sent to
nonrespondents.
Chief financial officers or controllers prepared the large
majority of responses —
793, or 78% of the total. These
individuals
would ordinarily be in a position to provide
reliable responses to the questions that were asked.
The majority of the respondents are associated with companies
engaged in manufacturing (401, or 40%), finance, insurance or
real estate (209, or 21%), or in providing services (146, or
14%).
There was a good mix of respondents in terms of company size.
For
example,
22% of the respondents are associated with
companies that have under 100 employees; 15% have between 100
and 250 employees; 23% have between 250 and 1,000; 30% have
between 1,000 and 10,000; and 10% are larger.
The majority of the companies represented in the survey have
their securities traded on the New York (25%) or American (10%)
stock exchanges or on the NASDAQ national over-the-counter
market (45%).
A Written Code of Corporate Conduct
Forty-two percent (429) of the respondents reported that their
companies have written codes of corporate conduct. Of those,
fully 74% said their companies have adopted a set of procedures
designed to monitor and enforce compliance with the code.
However, only a bare majority — 52% — of those who said their
companies have a written code stated that the code protects
employees from reprisal if they make allegations of fraudulent
financial reporting or other misconduct.
The responses to the basic question — Does your company have a
written
code
of corporate conduct? —
vary significantly
depending on the size of the company. For example, 87% of the
surveyed companies with over 10,000 employees have a written
code of conduct; these percentages drop rapidly as the size of
the company decreases, as shown in the following table.
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Employees
Over 10,000
1,000 to 10,000
100 to 1,000
Under 100

Percent With
Written Code
87%
60%
32%
15%

Similarly, the likelihood that a surveyed company has adopted
procedures designed to monitor and enforce compliance with the
code
decreases
substantially as the size of the company
decreases,
as
did the likelihood that the code protects
employees from reprisal if they make allegations of fraudulent
financial reporting or other misconduct.
Sixty-six
percent
of the respondents reported that their
companies have had a written code for over four years, but 34
companies have adopted a written code within the last year,
perhaps as a direct consequence of interest created by the
Treadway Commission. Seven of those companies have between 1,000
and 10,000 employees; 22 have between 100 and 1,000; and 5 have
less than 100 employees. Even more importantly, 148 respondents
indicated that their companies either are developing a written
code (52) or plan to develop one (96).
Thirty of those
companies have under 100 employees.
But, not only smaller
companies have seen the need to develop written codes: 22 of the
companies that are developing or plan to develop a written code
have revenues that exceed $500 million.
In summary, 429 respondents stated their companies have a
written code of conduct and 148 said their companies are
developing or plan to develop a code; however, 383 respondents
stated that their companies have no present plans to develop
one.
(The survey instrument did not ask those respondents why
that was the case —
others have done so. See, for example,
Research Report No. 900, Corporate Ethics, published in 1987 by
The Conference Board, Inc.)
A Separate Internal Audit Function
Fifty-four percent (542) of the respondents reported that their
companies have a separate internal audit function. Of those,
55% said the person responsible for internal auditing reports to
the chief financial officer, the chief accounting officer, or
the treasurer.
Only 26% said that individual reports, as the
Treadway Commission recommends, to the chief executive officer,
but an impressive 86% of the respondents whose companies have a
separate
internal
audit
function stated that the person
responsible for that function has private access to the audit
committee of the board of directors.
However, of the 184
respondents
to
this
question whose companies have audit
committees and who have under 1,000 employees, thirty-three, or
18%, do not provide their chief internal auditor with private
access to the audit committee.
A similar situation prevails
only 7% of the time in companies with more than 1,000 employees.
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conduct, the survey responses to the basic question — Does your
company have a separate internal audit function? — varied
significantly depending upon the industry in which the company
operates, as indicated in the following table.

Industry
Manufacturing
Services
Finance, insurance, or real estate
Retail trade
Transportation or public utilities
Other

Percent With
Separate Internal
Audit Function
46%
39%
78%
54%
76%
42%

There was an even more pronounced variation between companies of
different sizes.
Number of
Employees
Over 10,000
1,000 to 10,000
100 to 1,000
Under 100

Percent With
Separate Internal
Audit Function
98%
80%
42%
18%

A separate internal audit function does not exist in 471 of the
companies whose representatives responded to this question.
Respondents gave one or more of the following reasons for that.
Percent Giving
This Reason
Our company is too small or
inactive to keep a separate
internal audit function busy

66%

Other employees spend part of
their time carrying out internal
audit functions

47%

It would be too expensive

21%

We rely on our independent auditors

50%

Other

3%

It is understandable that smaller companies would cite their
size as one of the reasons for not having a separate internal
audit function. However, it is surprising that eleven companies
with between 1,000 and 10,000 employees would make the same
argument.
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Fully 82% (807) of all respondents to this question indicated
that their company’s board of directors has established an audit
committee.
Again, the percentage was higher for companies
engaged in finance, insurance, or real estate (94%) and in
transportation
or public utilities (93%).
However, about
three-quarters of the companies in other industries have audit
committees.
This is impressive because only companies whose
securities are traded on the New York Stock Exchange are
required at this time to have audit committees comprised of
independent directors.
Once again, small companies departed from the averages. Only
53% of the respondents from companies with under 100 employees
said they have audit committees at this time.
Seventy-nine percent of the respondents whose companies have
established audit committees said those committees are comprised
entirely of independent directors who are not former officers of
the company or any of its subsidiaries. That percentage was
reasonably comparable among industry and size classifications,
dropping below 70% for only two groups: retail trade (63%) and
companies whose revenues are less than $10 million (68%). If
all
members
of
the audit committee are not independent
directors, it is highly likely (generally, more than 70%) that a
majority of the committee and its chairman are independent
directors.
The survey questionnaire asked whether the audit committee
reviews compliance with the company’s written code of corporate
conduct and whether it conducts its activities following a
written charter or other similar document.
The affirmative
responses to these questions were substantially lower than the
responses to the basic questions about the existence of an audit
committee.
Only 66% of the respondents whose companies have written codes
of conduct said that compliance with the code is reviewed by the
company’s audit committee.
That percentage dropped sharply for
smaller companies.
Respondents from companies with over 10,000
employees provided affirmative responses to this question 73% of
the time; only minorities, ranging from 43% down to 12%, of all
other size groups did so.
Only 50% of the respondents
under a written charter or
ranged from a low of 30% for
to a high of 79% for companies

said their audit committee operate
similar document. The percentages
companies with under 100 employees
with more than 10,000 employees.
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committees of the board of directors numbered 182. Sixty-two
percent
of
those respondents asserted that the board of
directors carries out the functions of an audit committee.
Twenty-three
percent
stated that their companies have no
independent directors.
Only 5 respondents said that their
companies could not attract independent directors to the board.
And only 5 respondents said that independent directors "cost too
much."
(Note that multiple answers to this question were
permitted.)
A Management Report to the Stockholders
The Securities and Exchange Commission has recently proposed
that management include its own report in the annual report to
the stockholders, and that such a report include comments on the
system of internal control. The Treadway Commission recommended
such
a
report,
and
the
survey questionnaire solicited
information in that regard.
Thirty percent of the respondents indicated that their companies
include in their annual reports to stockholders a management
report
dealing
with
management's
responsibility for the
financial statements and the system of internal control. Again,
the responses varied widely, depending on the size of the
company.
Seventy-four percent of the respondents from companies
with
over 10,000 employees answered this question in the
affirmative.
Significantly smaller percentages were recorded
for companies with from 1,000 to 10,000 employees (38%), with
from 100 to 1000 employees (19%}, and with less than 100
employees (17%).
Seventy-one percent of the respondents whose
companies issue such a management report indicated that it also
includes management's assessment of the effectiveness of the
system of internal control.
Review of Quarterly Financial Data
The
Treadway
Commission recommended that the SEC require
independent public accountants to review quarterly financial
data of all public companies before release to the public.
Sixty-four percent of the respondents to this question said they
do.
There was much less variation in the responses to this
question based on company size.
For example, 55% of the
respondents from companies with under 100 employees said their
independent auditors review quarterly financial data before
release to the public.
Corporate Self-Assessment of Policies and Practices
As

noted

in

the

introduction

to

this report, only corporate

management can implement many of the Treadway Commission's
recommendations.
Those recommendations can not be implemented
effectively and efficiently without a comprehensive, objective
self-assessment
of
a company's policies and practices in
relation to the recommendations in the Commission's report.
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such a self-assessment had been initiated. Those responses are
summarized in the tabulation that follows.
Percent Initiating
A Self-Assessment
All Respondents

32%

Respondents by Industry
Manufacturing
Services
Finance, insurance,
and real estate
Retail trade
Transportation and
public utilities
Other

34%
31%
28%
22%
51%
32%

Respondents by Number of Employees
Over 10,000
1,000 to 10,000
100 to 1,000
Under 100

73%
48%
20%
13%

CONCLUSION
The Treadway Commission has been hailed by the Subcommittee on
Oversight and Investigations of the House Committee on Energy
and Commerce, by the Securities and Exchange Commission, and by
the U.S. General Accounting Office, as making a significant
contribution to the challenge of reducing the incidence of
fraudulent financial reporting. If the private sector does not
take a leadership role in implementing the recommendations in an
appropriate manner, allowing for reasonable variations based on
the circumstances in which individual companies find themselves,
it is entirely possible that government bodies may decide to
exercise that leadership role.
The data presented in this
report indicates that while much has been done, much more
remains to be done. A key step in that process is for corporate
managements to initiate a self-assessment of their companies’
policies
and practices and to take the actions that are
indicated by the results of that self-assessment. Only in that
way will the private sector be able to demonstrate to the public
its
commitment
to
provide reliable and useful financial
information.
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